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heari ng.

SUMVARY: Thi s docunent contains proposed regul ati ons addressing
certain transactions that occur within a specified period of tine
before or after a change in entity classification. The proposed
regul ations prevent, in limted circunstances, the use of changes
in entity classification to alter a taxpayer’'s Federal tax
consequences. Under these regul ations, a change in
classification by a foreign eligible entity that was originally
classified as an association taxable as a corporation (and, but
for this regulation, would be classified as an entity di sregarded
as an entity separate fromits owner) will be invalidated in
certain limted circunstances. This docunent also contains a
notice of public hearing on these proposed regul ati ons.

DATES: Witten coments nust be received by February 28, 2000.
Requests to speak (with outlines of oral comments) at the public
heari ng schedul ed for January 31, 2000, nust be submtted by
January 10, 2000.
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ADDRESSES: Send submi ssions to: CC DOM CORP: R (REG 110385-99),
room 5228, Internal Revenue Service, POB 7604, Ben Franklin
Stati on, Washi ngton, DC 20044. 1In the alternative, subm ssions
may be hand delivered between the hours of 8 aam and 5 p.m to:
CC. DOM CORP: R (REG 110385-99), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue NW, Washi ngton, DC.
Al ternatively, taxpayers may submt comments electronically via
the Internet by selecting the "Tax Regs" option of the IRS Hone
Page, or by submtting coments directly to the IRS Internet site
at: http://ww.irs.ustreas.gov/prod/tax_regs/regslist.html. The
public hearing will be held in room 2615, Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Wishi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons, Mrk
D. Harris, (202) 622-3860 (not a toll-free nunber); concerning
subm ssions and the hearing, LaN ta VanDyke, (202) 622-7180 (not
a toll-free nunber).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Thi s docunent proposes to anend the current Procedure and
Adm ni stration Regulations (26 CFR Part 301) relating to the
classification of entities for Federal tax purposes. On Decenber
18, 1996, the IRS and the Treasury Departnent published final
regul ations (61 FR 66584) relating to the classification of
busi ness organi zations under section 7701. The regulations (the
check-the-box regul ations) replaced the increasingly formalistic

entity classification rules with a sinpler, elective regine. The
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new rul es were designed to ease adm nistrative burdens for
t axpayers and the governnent. They were not, however, intended
to change the application of substantive Internal Revenue Code
(Code) provisions.

In the preanble to the check-the-box regulations, the IRS
and Treasury expressed concern about potential inproper uses of
t he check-the-box regul ations involving partnerships:

[1]n Iight of the increased flexibility under an

el ective regine for the creation of organizations

classified as partnerships, Treasury and the IRS w |

continue to nonitor carefully the uses of partnerships

in the international context and will take appropriate

action when partnerships are used to achieve results

that are inconsistent with the policies and rul es of

particul ar Code provisions or of U S tax treaties.

On Cctober 28, 1997, the IRS and Treasury issued a notice of
proposed rul emaking (62 FR 55768) under section 7701. These
regul ati ons specify the tax consequences resulting from an
el ection to change the Federal tax classification of an eligible
entity (the conversion regulations). The conversion regulations
al so provide that the tax consequences of an el ective change in
the classification of an entity for Federal tax purposes are
determ ned under all relevant provisions of the Code and general
principles of tax law, including the step transaction doctri ne.
Those final regulations are issued elsewhere in this issue of the
Federal Register.

As indicated in the preanble to the check-the-box

regul ations, the IRS and Treasury have been nonitoring the manner

I n which taxpayers have used the check-the-box regul ati ons since
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their enactnment. The focus has been to determ ne whet her
t axpayers use the regulations in a manner inconsistent with the
application of any Code provisions, and, if so, what, if any,
action is appropriate. The preanble to the check-the-box
regul ations cited the use of partnerships as a prinmary concern.
However, it has becone apparent to the IRS and Treasury that
taxpayers may attenpt to use entities that are di sregarded as
entities separate fromtheir owners (disregarded entities), in
addition to partnerships, to achieve results, in relation to
certain transactions, that are inconsistent with the policies and
rul es of particular Code sections or tax treaties. These
regul ations are intended to address inappropriate Federal tax
consequences that would otherwise result fromcertain of these
transactions under a nunber of international provisions of the
Code. These provisions include the rul es governing source of
I ncome under sections 861 through 865, foreign tax credit
limtation categories under section 904, the disposition of
ownership interests under Subpart F (sections 951 through 964),
and out bound transfers under section 367 (in this |ast case,
leading to a different result than that outlined in the exanple
in the preanble to the section 367(a) regul ations (63 FR 33550)).
The I RS and Treasury consi dered several responses to these
transactions and determ ned that a special rule conpletely
revoking the entity's classification as a disregarded entity was
the nost equitable and adm ni strabl e approach. O the responses

considered, the IRS and Treasury believe that this approach al so
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gives the greatest certainty to all parties involved in the
transactions covered by this rule.
Expl anati on of Provisions

This special rule is imted in scope. It only applies to
“extraordi nary transactions” (such as sales of a part or whole
interest) that occur within a period commenci ng one day before
and ending 12 nonths after the date that a foreign eligible
entity changed its classification to disregarded entity status,
provided that the entity had been classified as an associ ation
taxable as a corporation within the 12-nonth period prior to the
extraordi nary transaction. The rule also applies to certain
“shel f” entities that m ght be used in an attenpt to circunvent
the 12-nonth rule. In these cases, the entity would not be
treated as a disregarded entity, and instead woul d be classified
as an association taxable as a corporation for all purposes. The
regul ati ons provide rules specifying fromwhat date this
classification as an association taxable as a corporation wll be
applicable. Exanples of these provisions are included in the
regul ati ons.

This special rule will not apply to an extraordinary
transaction if a taxpayer establishes to the satisfaction of the
Comm ssioner that the classification as a disregarded entity does
not materially alter the Federal tax consequences of the
extraordi nary transaction.

The I RS and Treasury do not intend that this regulation wll

Invalidate an entity classification election in the absence of a
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separate extraordi nary transaction, even though the deened
consequences of such el ection under the conversion regul ations
may constitute an extraordinary transaction. 1In the preanble to
t he conversion regul ati ons, however, the I RS and Treasury
requested coments on the appropriate tax consequences of an
entity classification election made by a foreign eligible entity
that is not relevant for Federal tax purposes (e.g., wth respect
to the basis of property or earnings and profits of the entity).
No comments have been received. The IRS and Treasury continue to
study and solicit comments on this inportant issue and are
consi dering whether, in certain circunstances, the election,
conbi ned with anot her event whereby the entity becones rel evant,
shoul d be considered to be inappropriate and, therefore, invalid
under these regul ations.

If an entity nmade a classification election pursuant to
8301. 7701-3(c) to be disregarded, and that election was
considered a change in classification, that entity would normally
be subject to the 60-nonth limtation on el ections under
8301.7701-3(c)(1)(iv). However, if that classification election
under 8301.7701-3(c) is invalid under this regulation, then the
el ection to be a disregarded entity shall not constitute an
el ection for all Federal tax purposes, including the limtation
on el ections under 8301.7701-3(c)(1)(iv).

These regul ati ons do not prevent the Conm ssioner from
applying all applicable comon | aw doctrines to any extraordinary

transaction to which this rule applies, in any adm nistrative or
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judicial proceeding (and create no inference as to the treatnent
of such transactions occurring prior to the effective date of
these regul ations). Conversely, the Conm ssioner may al so
provi de adm nistrative relief fromthese regul ati ons by published
gui dance.

The IRS and Treasury will continue to nonitor potentially
I nproper uses of the check-the-box regulations invol ving
partnershi ps and disregarded entities, and wll take appropriate
action when such uses achieve results that are inconsistent with
the policies and rules of particular Code provisions or of U S
tax treaties.

This special rule does not apply to the transactions
described in the proposed regul ati ons on hybrid branch
transactions published in the Federal Register on July 13, 1999
(64 FR 37727), issued pursuant to Notice 98-35 (1998-27 IRB 35).
These proposed regul ations apply only to dispositions of
Interests in disregarded entities in extraordi nary transactions.

The I'RS and Treasury request comments with respect to the
special rule contained herein. |In particular, the IRS and
Treasury request conmments on the specific types of transactions
whi ch shoul d be excluded fromthe application of the speci al
rule. Wen this proposed regulation is finalized, the IRS and
Treasury intend to issue guidance that will identify specific
transactions that will be excluded fromthe application of this
special rule.

G andf at hered Foreign Per Se Entities
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The check-the-box regulations allowed for certain
corporations under 8301.7701-2(b)(8)(i) to be treated as
partnerships if certain conditions enunerated in
8§301. 7701-2(d) (1) were satisfied. However, upon the occurrence
of certain events, such an entity’s “grandfathered status” could
be termnated. See 8301.7701-2(d)(3)(i). The IRS and Treasury
are concerned that taxpayers have been trafficking in these types
of entities. Accordingly, these proposed regulations would add a
new provision to 8301.7701-2(d)(3)(i) which term nates an
entity’s “grandfather status” when one or nore persons, who were
not owners of the entity as of Novenber 29, 1999, becone owners
of 50 percent or nore of the interests in the entity.

Rel evance

The check-the-box regul ati ons provide a special rule when
the Federal tax classification of a foreign eligible entity is no
| onger relevant. The rule states that if the classification of a
foreign eligible entity which was previously rel evant for Federal
tax purposes ceases to be relevant for sixty consecutive nonths,
the entity’s classification wll initially be determ ned under
the default classification when the classification of the foreign
eligible entity again becones relevant (hereinafter 60-nonth
rule). Several practitioners have requested gui dance on whet her
the act of filing an entity classification election (Form 8832,
Entity Classification Election) causes an entity to be rel evant
for purposes of the 60-nmonth rule. Practitioners also have

requested clarification regarding whether a newy forned foreign
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eligible entity, that has never been relevant, is subject to the
60-mont h rul e.

These proposed regul ations provide that if a foreign
eligible entity files an entity classification election, it is
considered relevant on the effective date of the election for
pur poses of the 60-nonth rule. However, if the foreign eligible
entity is otherwise not relevant wthin the nmeaning of
8301.7701-3(d)(1) (i), then for purposes of applying the 60-nonth
rule the entity will be considered to be not relevant on the day
after the date the entity classification election was effective.

The preanble to the conversion regulations stated that a
foreign eligible entity that is not relevant has a Federal tax
classification. The proposed regulations clarify that such an
entity is subject to the 60-nmonth rule. However, the proposed
regul ati ons provide an exception for a foreign eligible entity
that was never relevant (wthin the neaning of 8301.7701-3(d)(1))
during its existence. Such entity's classification wl]l
initially be determ ned pursuant to the provisions of
8301. 7701-3(b) (2) when the entity first becones rel evant.
Proposed Effective Date

Except as otherw se specified, these regulations are
proposed to apply as of the date final regulations are published
In the Federal Register.

Speci al Anal yses
It has been determined that this notice of proposed

rul emaking is not a significant regulatory action as defined in
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Executive Order 12866. Therefore, a regulatory assessnment is not
required. It also has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) does not apply
to these regul ati ons, and because these regul ati ons do not inpose
a collection of information on small entities, the Regul atory
Flexibility Act (5 U.S.C. chapter 6) does not apply. Therefore,
a Regul atory Flexibility Analysis is not required. Pursuant to
section 7805(f) of the Code, this notice of proposed rul emaking
will be submtted to the Chief Counsel for Advocacy of the Smal
Busi ness Admi nistration for cooment on its inpact on small
busi ness.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(preferably a signed original and eight (8) copies) that are
submtted tinely to the IRS. The IRS and Treasury request
coments on the clarity of the proposed regulation and how it may
be made easier to understand. Al coments will be avail able for
public inspection and copyi ng.

A public hearing has been schedul ed for January 31, 2000,
beginning at 10 a.m, in room 2615, Internal Revenue Buil ding,
1111 Constitution Avenue NW, Washington, DC. Because of access
restrictions, visitors will not be adm tted beyond the Internal
Revenue Buil ding | obby nore than 15 m nutes before the hearing
starts.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
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Persons that wsh to present oral comments at the hearing
must submt tinely witten coments and an outline of the topics
to be discussed and the tine to be devoted to each topic by
(preferably a signed original and eight (8) copies) January 10,
2000. However, comments not to be presented at the hearing nust
be submtted by February 28, 2000.

A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these regulations is Mark D. Harris,
Ofice of Associate Chief Counsel (International). However,
ot her personnel fromthe IRS and Treasury Departnent participated
in their devel opnent.

Li st of Subjects in 26 CFR Part 301

Enpl oynent taxes, Estate taxes, Excise taxes, Gft taxes,

I ncome taxes, Penalties, Reporting and recordkeeping
requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 301 is proposed to be anended as

fol | ows:

PART 301- - PROCEDURE AND ADM NI STRATI ON
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Par. 1. The authority citation for part 301 continues to
read in part as follows:

Authority: 26 U . S.C. 7805 * * *

Par. 2. Section 301.7701-2 is anmended by:

1. Renoving the | anguage “or” at the end of paragraph
(d)(3)(i)(B).

2. Renoving the period at the end of paragraph (d)(3)(i)(C
and adding “ or” in its place.

3. Addi ng paragraph (d)(3)(i)(D).

4. Adding a sentence at the end of paragraph (e).

The additions read as foll ows:

8301. 7701-2 Business entities; definitions.

* * % * *

(d) * * *

(3) * * *

(i) * * =

(D) The date any person or persons, who were not owners of
the entity as of Novenber 29, 1999, own in the aggregate a 50
percent or greater interest in the entity.

* * % * *

(e) Effective date. * * * However, paragraph (d)(3)(i)(D) of

this section applies on or after the date final regulations are
published in the Federal Register

Par. 3. Section 301.7701-3 is anended as foll ows:
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1. The text of paragraph (d)(1) foll ow ng the paragraph
headi ng i s redesignated as paragraph (d)(1)(i), and a paragraph
headi ng i s added for paragraph (d)(1)(i).

2. Paragraph (d)(1)(ii) is added.

3 Par agraph (d)(2) is revised.

4. Paragraphs (d)(3) and (d)(4) are added.

5 Par agraph (h) is redesignated as paragraph (i).

6. A new paragraph (h) is added.

The revision and addition reads as foll ows:

8301.7701-3 dassification of certain business entities.

* * % * *

(d) Special rules for foreign eligible entities--(1)

Definition of relevance--(i) General rule. * * *

(i1) Deened relevance--(A) Ceneral rule. For purposes of

this section, except as provided in paragraph (d)(1)(ii)(B) of
this section, a foreign eligible entity that files Form 8832
(Entity Classification Election) shall be deened to be rel evant
only on the date the entity classification election is effective.
(B) Exception. If a foreign eligible entity is relevant
wi thin the neaning of paragraph (d)(1)(i) of this section, then
the rule in paragraph (d)(1)(ii)(A) of this section shall not
apply.

(2) Entities that were never relevant. If a foreign eligible

entity’'s Federal tax classification has never been relevant (as
defined in paragraph (d)(1) of this section), then the entity’'s

classification will initially be determ ned pursuant to the
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provi sions of paragraph (b)(2) of this section when the entity
first becones relevant (as defined in paragraph (d)(1)(i) of this
section).

(3) Special rule when classification is no |onger relevant.

If the classification of a foreign eligible entity is not

rel evant for sixty consecutive nonths, the entity’'s
classification will initially be determ ned under the default
classification when the classification of the foreign eligible
entity becones relevant. The date that the classification of a
foreign entity is not relevant is the date an event occurs that
causes the classification to no | onger be relevant, or, if no
event occurs in a taxable year that causes the classification to
be relevant, then the date is the first day of that taxable year.

(4) Effective date. Paragraphs (d)(1)(ii), (d)(2), and

(d)(3) of this section apply on or after the date final

regul ati ons are published in the Federal Register.

* * % * *

(h) Special rule when foreign entities that are disregarded

as entities separate fromtheir owner are used in an

extraordinary transaction--(1) General rule--(i) Wien an eligible

entity becones disregarded as an entity separate fromits owner

Not wi t hst andi ng any other provision of this section, a foreign
eligible entity classified as an entity that is disregarded as an
entity separate fromits owner, will instead be classified as an

associ ation taxable as a corporation, if-
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(A) A 10-percent or greater interest in the foreign eligible
entity is sold, exchanged, transferred or otherw se di sposed of
In one or nore transactions (collectively, extraordinary
transactions) that occur (or are treated as occurring) in the
period conmmenci ng one day before and ending 12 nonths after the
effective date of that foreign eligible entity's change in
classification to an entity that is disregarded as an entity
separate fromits owner; and

(B) The foreign eligible entity was previously classified as
an associ ation taxable as a corporation at any tinme within the
12-nmonth period prior to the date of the commencenent of the
extraordi nary transaction.

(i1) Period of reclassification. |[If paragraph (h)(1)(i) of

this section applies, the foreign eligible entity shall be
treated as an associ ation taxable as a corporation (and no

I nterveni ng Federal tax classification will be valid) from and
including the date that the foreign eligible entity ceased to be

classified as an associ ation taxable as a corporation.

(2) Shelf entities--(i) Acquisition of assets from another

entity. A foreign eligible entity, classified as an entity that
I's disregarded as an entity separate fromits owner, will instead

be classified as an associ ation taxable as a corporation, if--
(A) It acquires the assets of one or nore foreign business

entities (which were classified as associ ations taxable as

corporations at any tinme within the 12-nonth period prior to the

date of the commencenent of the extraordinary transaction) in a
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transaction or series of related transactions in which gain or
|l oss is not recognized (for Federal tax purposes), in whole or in
part (acquisition transaction);

(B) After the acquisition transaction (or transactions), the
acquired assets conprise nore than 80 percent of the value of the
assets of the entity that is disregarded as an entity separate
fromits owner; and

(© Such entity is subsequently involved in an extraordinary
transaction within 12 nonths of the date on which the acquisition

transaction (or the last of such transactions) is conpleted.

(i1) Calculation of value of entities. For purposes of
calculating the ratio of assets under paragraph (h)(2)(i)(B) of
this section, cash and marketabl e securities of an entity shal
not be included to the extent that the cash and marketabl e
securities exceed the reasonabl e needs of that entity’s business.

(iii1) Period of reclassification. |If paragraph (h)(2)(i) of

this section applies, the foreign eligible entity shall be
treated as an association taxable as a corporation from and
i ncluding the date of the acquisition transaction, or, if the
acqui sition transaction involves a series of rel ated
transactions, the date of the last of such transactions.

(3) Exception. The rules in paragraphs (h)(1) and (2) of
this section will not apply to an extraordinary transaction if a
t axpayer establishes to the satisfaction of the Conm ssioner that
the classification as an entity that is disregarded as an entity

separate fromits owner does not materially alter the Federal tax
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consequences of the extraordinary transaction. The Comm ssioner
may al so provi de exceptions to paragraphs (h)(1) and (2) of this
section by published gui dance (see 8601.601(d)(2) of this
chapter).

(4) Exanples. The follow ng exanples illustrate the rules
of this paragraph (h). These exanples assune that all foreign
entities (FC) are eligible entities that are classified as
associ ati ons taxable as corporations, and all U S. entities (P)
are corporations, unless otherw se specified. The exanples are
as foll ows:

Exanple 1. (i) Facts. P owns 100 percent of FCl. P plans
to sell FCL. An entity classification election under paragraph
(c) of this section is made for FClL such that FCl is now
classified as an entity disregarded as an entity separate from
its owner (P). P sells FCl to an unrelated third party within 12
nonths of the effective date of the entity classification
el ection.

(i1) Result. The sale of FCl, an entity that is disregarded
as an entity separate fromits owner which was previously
classified as an associ ation taxable as a corporation, is an
extraordi nary transaction, and because it occurred within 12
nont hs of the effective date of the entity classification
election, it is subject to the rule of paragraph (h)(1) of this
section. Under paragraph (h)(1) of this section, the entity
classification election to treat FC1 as an entity that is
di sregarded as an entity separate fromits owner is invalid, and
FCL remains classified as an association taxable as a corporation
as if there had been no election to be disregarded as an entity
separate fromits owner. Therefore, Pis taxed as if it sold the
stock of FCl, and not the assets of FCI1.

Exanple 2. (i) Facts. The facts are the sane as Exanple 1,
except that an entity classification election is not nade for
FC1l. P wishes to avoid the result in Exanple 1, and not be
subj ect to paragraph (h)(1) of this section. P had fornmed FC2
two years before the date of the extraordinary transaction. At
that tinme, P had elected for FC2 to be treated as an entity that
I's disregarded as an entity separate fromP. Since that tine,
FC2 has conducted no business activities and has held no assets.
P causes FCl1 to nerge into FC2 (under foreign law), with FC2
surviving, in a transaction in which gain or loss is not
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recogni zed for Federal tax purposes. On the sane day, P sells
FC2 to an unrelated third party.

(i1) Result. The sale of FC2 is an extraordinary
transaction. Furthernore, despite the fact that FC2 was forned
two years before the date of the extraordinary transaction,
paragraph (h)(2) of this section treats FC2 as an associ ati on
taxable as a corporation. This is because nore than 80 percent
of FC2's post-nerger assets were acquired fromFClL. Thus, the
extraordi nary transaction is subject to the rule of paragraph
(h)(2) of this section, and has the sane result as Exanple 1.



(5) Effective date. This paragraph (h) applies on or after

the date final regulations are published in the Federal Register.

* * % * *

C. O Rossotti
Comm ssi oner of Internal Revenue.



